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As detailed more fully below, it is more appropriate to apply the risk-based capital system of insurance
financial regulation to firms that are engaged in the insurance business than to incur the adverse
consequences from trying to shoehorn those companies into capital standards that were developed for
the unique features of banking organizations. Therefore, for those companies with property-casualty
insurance affiliates that would otherwise be subject to the Proposed Rules, AlA strongly urges that the
Agencies ring-fence the insurance companies and allow them to continue to be subject to state risk-
based capital standards in lieu of the Proposed Rules. At minimum, the Agencies should adjust the
Proposed Rules as needed to reflect the state insurance risk-based capital standards for insurance
companies that are part of financial institutions that are otherwise subject to the Proposed Rules.

BACKGROUND
Section 171

Section 171 of the Dodd-Frank Act requires the Agencies to establish minimum risk-based and leverage
capital requirements on a consolidated basis for insured depository institutions, depository institution
holding companies and nonbank financial companies supervised by the Federal Reserve. The section
further provides that the minimum ratios may not be less than the generally applicable leverage and
risk-based capital requirements, which will serve as a floor for the Agencies’ requirements, nor lower
than the generally applicable leverage and risk-based capital requirements that were in effect for
insured depository institutions as of the date of enactment of the Dodd-Frank Act.® Section 171 was
introduced by Senator Collins, who stated the following:

Our amendment is aimed at addressing the too-big-to-fail problem at the
root of the current crisis by requiring financial firms to have adequate
amounts of cash and other liquid assets to survive financial crises without
turning to the taxpayers for a bailout. It is critical to our ability to avoid
future crises that this amendment be adopted.’

As indicated by Senator Collins, the leading sponsor of the provision, the objective of Section 171 is to
require financial firms to maintain an appropriate level of capital to strengthen their financial positions
and to prevent the need for a taxpayer bailout. Nothing in Section 171 or its legislative history requires
the Agencies to establish a specific regulatory structure beyond the direction that minimum capital
ratios may not be less than the generally applicable leverage and risk-based capital requirements, nor
lower than the generally applicable leverage and risk-based capital requirements that were in effect for
insured depository institutions as of the date of enactment.

® Dodd-Frank Act §171(b)(1), (2).
7156 Cong. Rec. $3459 (daily ed. May 10, 2010).



The Agencies’ Proposed Rules

The first Proposed Rule addresses the Standardized Approach proposal and includes proposed changes
to the Agencies’ general risk-based capital requirements for determining risk-weighted assets (i.e., the
calculation of the denominator of a banking organization’s risk-based capital ratios). The proposed
changes revise and harmonize the Agencies’ rules for calculating risk-weighted assets to enhance risk-
sensitivity and incorporate certain international capital standards of the Basel Committee on Banking
Supervision (“Basel Committee”) presented in the standardized approach of the “International
convergence of Capital Measurement and Capital Standards: A Revised Framework” (“Basel II”), as
revised.

In the second Proposed Rule, the Agencies propose to revise their risk-based and leverage capital
requirements consistent with agreements reached by the Basel Committee in “Basel Ill: A Global
Regulatory Framework for More Resilient Banks and Banking Systems” (“Basel III”). The proposed
changes would implement a new common equity tier 1 minimum capital requirement, a higher
minimum tier 1 capital requirement, and, for banking organizations subject to the advanced approaches
capital rules, a supplementary leverage ratio that incorporates a broader set of exposures in the
denominator measure. Additionally, the Agencies are proposing to apply limits on a banking
organization’s capital distributions and certain discretionary bonus payments if the banking organization
does not hold a specified amount of common equity tier 1 capital in addition to the amount necessary to
meet its minimum risk-based capital requirements.

In the third Proposed Rule, the Agencies propose to revise the advanced approaches risk-based capital
rule to incorporate certain aspects of Basel Il that would apply only to advanced approach banking
organizations. The proposal also includes additional changes to reflect changes made by the Basel
Committee to Basel II, as revised. The Agencies also propose to revise the advanced approaches risk-
based capital rule by replacing references to credit ratings with alternative standards of
creditworthiness. Additionally, the Federal Reserve stated that the advanced approaches and market
risk capital rules will apply to top-tier U.S. savings and loan holding companies {(“SLHC”) that meet the
applicable thresholds.

THE PROPOSED RULES DO NOT REFLECT THE UNIQUE ATTRIBUTES OF INSURANCE COMPANIES

The Proposed Rules apply consolidated capital requirements to savings and loan holding companies,
which previously were not subject to consolidated quantitative capital requirements. Because savings
and loan holding companies may be affiliated with insurance companies, the Proposed Rules would
effectively apply to insurance companies. As we have commented previously, AlA believes that it is not
appropriate to apply “bank-centric” consolidated capital standards to depository holding companies to
the extent they engage in insurance activities.



Insurance companies are not banking organizations. Applying the Proposed Rules to holding companies
that are insurers or maintain insurance affiliates is not consistent with the language or intent of the
Dodd-Frank Act. As the Agencies are aware, the Dodd-Frank Act recognizes the unique attributes of
insurance companies and treats insurers differently in numerous provisions. For example, in recognition
of the unique aspects of the insurance business, the Act established a new office — the Federal Insurance
Office — to address matters relating to the business of insurance at the federal level. Further, Section
201(a) of the Dodd-Frank Act provides that the term “financial company” does not include a subsidiary
of a bank holding company or a nonbank company supervised by the Federal Reserve if the subsidiary is
an insurance company. Moreover, Section 203(e) of the Act provides that the orderly liquidation
provisions of the Act do not apply to insurance companies. Rather, insurance companies are to be
liqguidated or rehabilitated by state insurance authorities in accordance with state law. Further evidence
that Congress recognized that insurance differs significantly from other financial activities is
demonstrated by Title X of the Dodd-Frank Act, where Congress carved out the business of insurance
from the jurisdiction of the Consumer Financial Protection Bureau.

Although the Proposed Rules contain several provisions that relate to certain aspects of the insurance
business, we believe that such provisions are clearly inadequate to address the considerable differences
between banking organizations and insurers. We believe that Section 171 does not require the Agencies
to apply bank-like capital rules to affiliates of banking organizations that are engaged in the business of
insurance. Moreover, carving out insurance activities from the application of the Proposed Rules would
reflect the fact that property-casualty insurance activities present far lower risk to our financial system
than do banking activities. Hence, property-casualty insurers present virtually no risk that a taxpayer
bailout will be needed to address such activities.®

The Insurance Business Model

The Agencies should employ risk-based capital standards that are suitable and reflective of the risks that
are inherent to the insurance business. Insurers, particularly property-casualty insurers, and depository
businesses operate according to different business models and their behavior, activities, and regulatory
scheme flow from their respective models.

Insurance companies operate under a business model based on an “inverted cycle of production”®
where premiums are received up-front. “This means that the product - the contractual promise to pay

® Senate Report No. 111-176 of the Committee on Banking, Housing, and Urban Affairs on the “Restoring American
Financial Stability Act of 2010,” p. 64 (Apr 30, 2010). (“It is intended that the risk-based assessments may vary
among different types or classes of financial companies in accordance with the risks posed to the financial stability
of the United States. For instance, certain types of financial companies such as insurance companies and other
financial companies that may present lower risk to U.S. financial stability (as indicated, for example, by higher
capital, lower leverage, or similar measures of risk as appropriate depending on the nature of the business of the
financial companies) relative to other types of financial companies should be assessed at a lower rate.”)

® “Systemic Risk and the Insurance Sector,” International Association of Insurance Supervisors, p. 2 (IAIS Paper)
{Oct. 25, 2009).
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an agreed amount only if a particular event occurs in the future - is sold at a price, the insurance
premium, which has to be estimated before knowing the actual cost of the product which depends on
probabilities of occurrence and severity of future events.”*® The property-casualty industry business
model is premised upon collecting sufficient premium in advance to fund covered claims. Hence, there
is less need to borrow and consequently a substantially lower likelihood of becoming highly leveraged.
When insurance companies do borrow, they generally do so through issuance of long-term debt or
surplus notes in the public and sometimes private placement markets, for the purpose of long-term
strategic positioning. They do not continuously tap short-term funding vehicles such as commercial
paper issuance for their day-to-day funding requirements.

The primary risks for insurance firms are underwriting and market risks; liquidity and credit default risks
are low. With regard to market risks, insurance assets and liabilities are generally linked, and risks are
comparatively longer term and more diversified than in sectors such as banking. Relevant types of risks
pooled are typically “real events” such as theft, fire, sickness, death and natural hazards. These are
exogenous events and mostly independent in nature, as opposed to other types of financial risk.

The insurance business model also helps shield property-casualty insurers from the so-called “run on the
bank” scenario frequently used to describe the contagion effect of systemic risk. Unlike customer
deposits held by banks, payment of claims under an insurance policy depends on the occurrence of a
covered event. Therefore, as a practical matter, insurance consumers do not have “on-demand” access
to insurance assets as they would with other financial institutions that do not operate according to an
inverted cycle of production.

Insurance vs. Bank Balance Sheets

One important consequence of the fundamentally different business models is that banks and insurers
feature quite different balance sheets. A bank turns a profit by earning more money in loans than it pays
out in interest to depositors. An insurer, on the other hand, must earn more from premiums and
investment returns than it pays out in claims. This differing feature of return on assets represents the
crucial distinction between bank and insurance models; for banks, loans are the primary source of
income whereas for insurers, underwriting profitability is primary and investment income is secondary.
Banks must attempt to maximize their returns on loans, whereas insurers must manage the liquidity and
duration of their investments in order to meet claim payment obligations.

This core difference between the models results in material differences in bank and insurance industry
balance sheets. With more modest demands on asset return, insurers maintain a far higher proportion
of assets in cash and investments than banks, which keep over two-thirds of assets tied up in loans to
maximize income. Bank borrowers can always default on loans, but insurers invest primarily in high-
grade debt and equity securities. On the liability side of the balance sheet, insurers maintain extensive
capital pools and loss reserves to honor claims. Most bank liabilities are relatively short-term deposits,
which are used to fund longer term loans. This maturity mismatch does not exist for property-casualty

.





www.casact.org/pubs/forum/92spforum/92sp211.pdf



http://www.naic.org/documents/research_stats_rbc_results_pc.pdf
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Earning / Invested Assets — Looking into the Portfolios

Banking Earning Assets (90% of Total Assets) '
Comprised of:

Insurance Invested Assets (84% of Total Assets)?
Comprised of:

- B Loans

494%

mlinrigage, AssetBacked,
an<d Char Structuracd
Securities

US Treasury & Cther
Government Securities

Other Earming Assets

Cash & short term
invastmants

Loans are typically the most significant asset balance for
banking institutions (72% of total earning assets for the
example peer group):

- Valuation: Typically, loans are carried at amortized
cost

- Credit Risk: Loan quality & related credit risk may be
assessed through internal or external ratings or
analytically (default rates, nonaccrual rates, etc.).

- Impairment: An allowance for loan losses reduces the
recorded amount of the loan portfolio to reflect its
collectability as of the balance sheet date.

B Corparate Debt

7 Y. a3 & Other Government

Debt
Special Revenue-including

assetbacked securities
Commaon & Freferred Stocks

1795

Cash
21%

H Other Invested Assets

Debt securities are the most significant earning asset of a
P&C insurance company (69% of total invested assets):

- Valuation: Under Statutory accounting, debt securities
are carried at amortized cost. Under GAAP accounting, they
are generally carried at fair market value.

- Credit Risk: NAIC rates the asset quality for all invested
assets based on publicly available credit ratings (securities
below investment grade are reported at fair market value)

- Impairment: Impairment charges are recorded against
debt securities with potential credit losses, reducing the
recorded value of the investment

1 - Source: Federal Financial Institutions Examination Council - Uniform Bank Performance Report for all commercial banks over $3B total assets (as of

12/31/09)

2. Source: SNL Interactive - P&C Industry Profile - P&C Industry Balance Sheet (on a statutory accounting basis) - (as of 9/30/09)
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